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USING THE ENGAGEMENT LETTER
TO MINIMIZE LIABILITY TO NONCLIENTS

Report and Guidance
of the

AICPA Task Force On Accountants'
Legal Liability

October 1988

INTRODUCTION

The AICPA Task Force on Accountants' Legal Liability
has studied the potential for use of the engagement letter to

minimize an accountant's liability for negligence to nonclients
or "third-parties," with whom the accountant has no contractual

relationship, but who may use and rely on the accountant's

report on a client's financial statements.

This paper

summarizes the conclusions of the Task Force, after
consultation with AICPA outside counsel, and offers guidance as

to the benefits in certain cases of identifying in an
engagement letter those nonclients, if any, who the accountant
knows and intends will rely on his report,

in order to avoid

liability to any unidentified third-party users.

Please be

advised that because of the complexity of the issue and the

difficult professional judgments that might be required in
certain circumstances,

it is important to alert your members to

consider seeking the advice of legal counsel on whether and how

to implement the recommended engagement letter procedure in

their particular circumstances.
THE PROBLEM
Accountants face unreasonable liability exposure to

nonclients because the class of potential third-party users of

their reports is virtually undefinable and the transactions for
which these third-parties might rely on accountants'

reports

are infinitely varied and potentially indeterminate.

Such

third-parties may include creditors, public and private
investors and every variety of lending institution.

Typically,

they have no direct dealings with the accountant in the course

of his engagement,

and often the accountant is unaware of their

intended reliance on his work product and uninformed as to the

nature or size of the contemplated transaction.

Nevertheless,

the accountant becomes an immediate target for suit by such
nonclients in the event the client company is unable to meet

its obligations.

THE STATE OF THE LAW
A majority of states have yet to address the question

of whether or to what extent an accountant may be held liable
in negligence to nonclients who rely on an accountant's report

on financial statements.

Those states that have addressed the

question are divided among three basic approaches.
The traditional and most restrictive "privity" rule

was first adopted and recently reaffirmed and rearticulated by
the New York Court of Appeals.

Under that rule, accountants

may be held liable to nonclients for negligence in the conduct
of an engagement only when certain prerequisites are

satisfied:

"(1) the accountants must have been aware that the

financial reports were to be used for a particular purpose or
purposes;

(2) in furtherance of which a known party or parties

was intended to rely, and (3) there must have been some conduct
on the part of the accountants linking them to that party or
parties, which evinces the accountants' understanding of that

party or parties'

reliance."

Credit Alliance Corp. v. Arthur
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Andersen & Co. , 65 N.Y.2d 536, 483 N.E.2d 110 (1985).
Ultramares Corp. v. Touche, 255 N.Y.

170,

174 N.E. 441

See also
(1931).

Certain other state courts have adopted a similar rule (e. g.,
Colorado,

Indiana and Pennsylvania) and three states have

recently adopted variations of this rule by statute.

Rev. Stat. Ch.

111, para.

See Ill.

5535.1 (1986); Kan. Stat. Ann.

§ 1-402 (1987 Supp.); Ark. Code of 1987 Ann.

§ 17-12-70 (1987

Supp.).
At

the other extreme is the expansive

"foreseeability" rule, which was first adopted by the New
Jersey Supreme Court.

That rule holds an accountant liable in

negligence to all "reasonably foreseeable" users of financial

statements who receive the financial statements from the client

for a proper business purpose to influence a business decision

of the user.

H. Rosenblum, Inc. v. Adler,

(N.J.

This rule has been followed by other state courts

1983).

461 A.2d 138,

153

in California and Mississippi.

The middle ground approach, adhered to by a majority
of states to address the question, and embodied in the
Restatement (Second) of Torts § 552 (1977), exposes an

accountant to liability for negligence to those persons or
limited groups of persons who the accountant knows and intends

will receive and rely on the financial statements.

This is

narrower than the "foreseeability" rule, but more expansive

than the "privity" standard, which also requires some direct
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contact, communication or other "linking conduct" between the
accountant and the particular third-party user.
IDENTIFICATION OF NONCLIENT USERS OF FINANCIAL
STATEMENTS IN ENGAGEMENT LETTERS
Identification in an engagement letter of the

nonclient, if any, who the accountant is aware plans to rely on
his report on financial statements may be an effective tool in
protecting the accountant from liability in negligence to any

other persons or entities who might deal with the client in

reliance on the financial statements, without the accountant's
knowledge and intent.

However, the utility of such a provision

is likely to vary from state to state depending upon the
governing liability standard.

For example, in states that extend liability to all
reasonably foreseeable users, the engagement letter provision
should improve the accountant's prospects of avoiding liability

to nonclients whose reliance on the financial statements was

not actually known and intended.

This is because it provides a

basis for the accountant to argue that he did not reasonably
expect that the report would be distributed to any third party

not identified in the engagement letter.

Similarly,

in Restatement jurisdictions, an engagement

letter designating a particular nonclient as an intended

recipient of the accountant's report should significantly

reduce any exposure to liability to other nonclients whose
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reliance on the report is not otherwise disclosed because it
will be difficult for an unidentified third-party to claim to

be a member of "a limited group of persons" who the accountant
knew and intended to receive and rely on the financial

statements.

See Illustration 5 of Restatement (Second) of

Torts § 552 ( 1977).

In states following the New York "privity" rule, on
the other hand, there is a risk that by designating certain

third parties as known and intended users of the report, the
accountant may put himself "in privity" with a nonclient who
might otherwise have difficulty satisfying the more stringent
prerequisites to suit in such jurisdictions — including, in

particular, the "linking conduct" requirement.

At the same

time, the engagement letter provision would be helpful in
limiting the number of potential plaintiffs to those

third-parties identified in the engagement letter, because it
is likely to be regarded as compelling evidence that no

reliance on the report by unidentified nonclients was known or

intended by the accountant.
The potential disadvantage in the use of the
contemplated engagement letter provision,

in "privity" and

possibly Restatement jurisdictions, is the potential for
pressure that might come from some clients to identify numerous

parties (e. g., every existing creditor of the client company)

or classes of institutions (e.g., banks) among those who are
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intended to rely on the financial statements.

Such a

circumstance could actually extend the accountant's liability

to nonclients who might otherwise lack standing to sue under

the privity rule or Restatement test.

Such pressure is most

likely to emanate from larger, more sophisticated corporate

clients and from major lending institutions.

Consequently,

accountants should know their clients well and be prepared to
deal with such pressure before including or proposing to
include the contemplated provision in an engagement letter.

GUIDANCE
To maximize the benefits and minimize the risks

identified above, the engagement letter should be used to
identify only those third parties who the accountant knows at

the time of the engagement are negotiating or contemplating a
specific transaction with the client,

in connection with which

the third party will be provided with a copy of the financial
statements,

as reported on by the accountant.

For example,

when the accountant knows at the time of an engagement that the

client is negotiating with a specific bank ("X Bank") for a
loan of a specified amount ($50,000), the following sentence

might be included in the engagement letter:

"We understand that you are negotiating with X
Bank for a loan of $50,000 and that the purpose
of our report on your financial statements is to
enable you to present the [audited, reviewed,
compiled] financial statements to X Bank.
We are
not aware of any other persons, entities or
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limited groups of persons or entities for whose
use or benefit this report is intended or
contemplated."

For added protection in jurisdictions that extend liability to
all foreseeable users, the following sentence might be added:
"In the event that, during the term of this
engagement, you decide to provide a copy of the
[audited, reviewed or compiled] financial
statements to any particular person or entity
other than X Bank in connection with a
contemplated transaction, you have agreed to
notify us in writing prior to the issuance of the
[audit, review or compilation] report of the
identity of such person or entity and the size
and nature of the contemplated transaction."

This sentence will bolster the argument that any third party
whose receipt of and reliance on the financial statements was
not actually disclosed to the accountant in writing before the

conclusion of the engagement was not a "reasonably foreseeable"

user.
In those engagements where the accountant is unaware
of any intended third-party users, the following language would

be helpful in protecting the accountant from third-party claims
in the absence of written notice during the term of the

engagement:
"The report contemplated herein is intended for
your use and benefit.
We are not aware of any
other persons, entities or limited groups of
persons or entities for whose use or benefit this
report is intended or contemplated.
In the event
that, during the term of this engagement, you
decide to provide a copy of the [audited,
reviewed or compiled] financial statements to a
particular person or entity in connection with a
contemplated transaction, you have agreed to
notify us in writing prior to the issuance of the
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report of the identity of such person or entity
and the size and nature of the contemplated
transaction."
Any efforts by a client to include exhaustive listings
of potential users or broad categories of users should be

rejected.

If a client cannot be persuaded to accept the

language as proposed, the best approach is to delete the
disputed sentences from the engagement letter completely.

AICPA Task Force On Accountants
Legal Liability
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